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CHAPTER 8 


Gold Stocks 


The Big Picture 


Even when we focused on individual stocks, we began our study 

by determining the trend of the overall market first, and then 
worked our way through sectors, and finally focused on individual stocks. 
In this chapter, we are going to focus exclusively on one sector: gold. 

Although it may not be associated as much these days with the “ifht 
to quality ” that accompanies war and global catastrophe, even the word 
gold evokes a feeling of security. Demand for gold is not just for invest- 
ment purposes, but also for industrial and ornamental uses as well. All 
that aside, there is simply something about gold that captures an inves- 
tors’attention—andmaybetheirimagination. 

For me, I have focused on gold stocks since March 8, 2001, when my 
first purchase of a gold issue was Newmont Mining Corporation (NEM) 
at the price of $ 17.71. I became very interested in gold issues at this time 
because numerous technical indicators where pointing to the beginning 
of a very large bull market. Later in this chapter, I will cover what tech- 
nical indicators were signaling a major move in the gold market back at 
the 2000 bottom. I will also explain what I see ahead for gold sector — 

including its next big target on the upside — and what indicators that may 
signal the next major top. 

I’ m proud to say that I was ranked the top gold timer of the year for 
2005 according to Timer Digest, for the period from January 13, 2005, 
through January 13, 2006. I have consistently placed in the top five for the 
past three years for gold. I was also featured on the cover of the March 14, 
2005, issue of Timer Digest. 


M ost of the focus thus far has been on the broader equities market. 
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I trade gold investments when I see that a major bull market is in 
process according to my technical analysis of the sector, and I know that 
this is where profits are likely to be accumulated. However, I do not spec- 
ulate in gold by buying coins or bullion in order to own the physical com- 
modity. I do so by trading the Gold & Silver Sector (XAU), which is listed 
on the Philadelphia Stock Exchange. 

The Gold & Silver Sector (XAU) is a capitalization - weighted index 
comprised of 16 gold and silver mining industry stocks. Although I also 
trade individual gold stocks (as seen in earlier examples in the book), tak- 
ing a position in XAU provides me with broader exposure to the sector in 
order to take advantage of both fundamental and technical factors that 
are influencing precious metals. 

The stocks currently in XAU are: Agnico Eagle Mines Ltd. (AEM), 
Anglogold Ashanti Ltd. (AU), Barrick Gold Ltd. (ABX), Freeport - McMoran 
Copper & Gold Inc. (FCX), Gold Fields Ltd. (GFD, Goldcorp Inc. (GG), 
Harmony Gold Mining Company Ltd. (HMY), Kinross Gold Corporation 
(KGC), Meridian Gold Inc. (MDG), Newmont Mining Corporation (NEM), 
and Pan American Silver Corporation (PAAS). These gold stocks are con- 
sidered the upper tier, and when combined into the XAU give a good rep- 
resentation of performance for the gold stock sector. 


READING THE PRICE RELATIVE 
TO GOLD RATIO (PRTG) 


In order to understand this sector, let’ s start with the big picture. Figure 8.1 

is a weekly chart of XAU dating back to 1984. The upper window in the 
chart shows value of the XAU index. The lower window is the Price Rela- 
tive to Gold Ratio (PRTG), which measures the discount or premium that 
XAU carries versus the price of gold as a commodity. 

As Figure 8.1 shows, when the PRTG is at a low level, then the gold 
stocks comprising the XAU are cheap relative to the price of gold. Con- 
versely, when the ratio is high, then the gold stocks in the XAU are selling 
at a premium compared to the price of gold. 

This ratio is useful in determining whether gold stocks are cheap or 
expensive relative to gold prices, which helps to determine whether the 
XAU is near a high or low. The PRTG also gives investors a gauge of when 
to buy gold stocks at lows (when they are priced cheaply) and when to 
sell when at highs (when they are considered expensive). 


Buy Signals Using the PRTG 


Going back to 1984, major buy signals were triggered when the PRTG 
traded at 0.20 or below. Major buy signals (which are marked on Figure 8.1 ) 
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FIGURE 8.1 Buy Signals in Gold & Silver (XAU) Index Indicated by PRTG Fall- 
ing to 0.20 


Source: Chart courtesy of DecisionPoint.com. 


were triggered on each major consolidation from the 2000 low. Specifi- 
cally, the major consolidation lows of 2003 and 2005 coincide with a bull- 
ish PRTG reading of below 0.20. After PRTG registered below 0.20, major 
impulse rallies began in the XAU, which then rallied 67 percent and 112 
percent after the lows in 2003 and 2005, respectively. 

The last bullish signal came in March 2007 when the PRTG went 
below 0.20 on the daily chart near the 130 range. Once again, this was sig- 
naling that the gold stocks in the XAU were cheap and considered a buy 
based on their value relative to the price of gold. 


Sell Signals Triggered by PRTG 


Now that we ’ ve examined buy signals using the PRTG, let ’ s look at the 
opposite scenario. Figure 8.2 shows what happens when the PRTG 
reaches above 0.33 and what that means for the XAU. Going back to 1984, 
we can see that major sell signals were triggered when PRTG traded 
above 0.33, which implied that the gold stocks comprising the XAU were 
expensive. 
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FIGURE 8.2 Sell Signals in Gold & Silver (XAU) Index Triggered When PRTG 


Hits Above 0.33 
Source: Chart courtesy of DecisionPoint.com. 


As Figure 8.2 illustrates, major sell signals were triggered in 1984, 
1988, 1990, 1994, and 1996 by readings on the PRTG. Interestingly, notice 
that since the 2000 low in the XAU the PRTG has not reached the 0.33 
range, which would have indicated that gold stocks were expensive and 
therefore generated a bearish signal. 

I interpret this as a bullish sign for the XAU, meaning that gold stocks 
have not become expensive and overly “ exuberant. ” Therefore, in general, 
I expect the XAU to work higher until the PRTG reaches the 0.32 level or 
higher. When PRTG reaches 0.32 or higher, then it will be time for traders 
to sell their gold stock holdings. 


ELLIOTT WAVE ANALYSIS IN GOLD 


As a disclaimer, I should state up front that I’ m not an Elliott Wave expert. 
(To define briefl y, Elliott Wave Theory is named after Ralph Nelson 
Elliott who believed that market movements could be predicted through 
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repeating patterns of waves.) However, I do have some knowledge of 
these wave patterns (and a little knowledge can be dangerous!), and I 
have seen how well Elliott Wave Theory can be used to confirm other bull- 
ish indicators in regard to the XAU. 

In Figure 8.3 , I have labeled on the XAU chart what I believe to be the 
correct wave count from the 2000 low. As you can see, Wave 1 and Wave 3 
in the XAU were about equal in length. 

According to Elliott Wave Theory, there is usually one impulse wave 
that is extended, and most of the time that is either Wave 3 or Wave 5. 
Wave 3 was not extended (and neither was Wave 1), which implies that 
when Wave 5 occurs, it will be extended. If Wave 5 is extended, then it 
should be at equal in length to Waves 1 and 3 combined, which amounts 
to 120 points. 

Looking at the chart, we can see that the Wave 4 low in October 2006 
was near the 120 range on the XAU. Adding 120 points to the bottom of 
Wave 4, we can project that Wave 5 would have an upside target to the 
240 range. 


Gold & Silver Index - Philadelphia c) 2007 DecisionPoint.com 
Weekly 136.95 -3.22 -2.3% 6/29/07 
EMA(20) 138.81 

EMA(50) 137.32 

EMA(200) 116.77 


120 
points. 


Price Relative to $GOLD 0.2089 


EMAC20) 0.2100 


84 85 86 87 88 89 90 91 92 93 94 95 96 97 98 99 00 01 02 03 04 05 06 OF 


FIGURE 8.3 Elliott Wave Theory Applied to XAU 
Source: Chart courtesy of DecisionPoint.com. 
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This type of projection adds to the already bullish outlook for gold. 
As stated earlier, the PRTG has not been in the 0.33 range, which would 
signal that gold stocks in the XAU are expensive compared to the price 
of gold. Further, Elliott Wave Theory points to the strong possibility of an 
extended wave in the future, which would take XAU up significantly. 


USING “THIRD TIME UP” AND 
VOLUME ANALYSIS 


As we study Figure 8.4 , we can see that XAU has tested the 160 range 
three times: in 1987, 1996, and in 2006. The recent test of the 160 range for 
the third time produced a trading pattern known as “ Third Time Up. ” 

The Third Time Up pattern implies that the market will rally through 
that previous resistance. In addition, testing previous highs on higher vol- 
ume also indicates that the previous high level will be exceeded. Although 
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FIGURE 3.4 “Third Time Up” Trading Pattern Formed as XAU Tested 160 
Range in 2006 
Source: Chart courtesy of DecisionPoint.com. 
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I do not have the exact volume figures, I have estimated that the recent 
test of the 160 range was with nearly 10 times the volume that occurred 
at the 1996 and 1987 highs. This volume analysis also strongly suggests 
that the 160 range will be exceeded. 


APPLYING BREAKOUT ANALYSIS 


Turning our attention to Figure 8.5 , we can see what has happened in 
the past when XAU broke significant lows. In particular, we focus on the 
points between 1998 and 2002 (as indicated on the chart) when the XAU 
broke below the lows of 1986 and 1992 near the 62 range. 

As the chart shows, the XAU was unable to hold the lows below 62 
and closed above that level in 2002. This triggered another trading pattern 
called a “ Shakeout, ” which is a failed breakdown to the downside that 
puts the market in a bullish condition. As traders know, if a market can’ t 
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FIGURE 8.5 Breakout Analysis in XAU Shows Increased “Energy” to the Upside 
Source: Chart courtesy of DecisionPoint.com. 


164 THE SECRET SCIENCE OF PRICE AND VOLUME 


hold below the previous low, then it will likely reverse and take out the 
previous highs. 

What that means for the XAU could be signifeant. The XAU could 
very well take out the highs of 1987 and 1996 at the 160 range. Therefore, 
a very bullish signal was triggered in 2002 by the inability of the XAU to 
hold below the previous lows back in 1992 and 1986. 

The current pattern in the XAU that started in May 2006 and is 
ongoing (as of this writing in July 2007) appears to be a “ triangle ” for- 
mation. Triangle patterns form at the mid of impulse waves and usually 
mark the halfway point of the next move higher. In “RichardWyckoff 
terms, ” the consolidation triangle pattern is called “ cause. ” 

Cause shows the building of energy for the next move or impulse 
wave. Sideways pattern are necessary to build strength for the next 
impulse wave to follow. The longer the cause, the longer the time span 
for the next rally. Therefore, if a trader had a choice between two stocks, 
and one had been consolidating for one month and the other stock had 
been consolidating for three months, then the better choice would be the 
three - month consolidating stock. That longer consolidation stock would 
be poised for a longer - term rally and therefore should produce a higher 
percentage gain. 

As of July 2007, the XAU had been building cause for more than a 
year, which should produce a rally phase that could also last a year or 
even longer. Notice in Figure 8.5 that the XAU is also building cause right 
below the breakout area near the 160 range. 

When stocks or indexes consolidate, “ hugging ” near the breakout 
area, it is building energy to jump through the resistance zone. In the case 
with the XAU, it implies that energy is accumulating to jump over the 160 
resistance range. In Richard Wyckoff terms, this type of rally through the 
highs would be “ Jumping the Creek. ” (See Chapter 4.) 

It is worth noting that a bearish sign would have developed if the XAU 
backed away from the 160 level and, say, traveled back to the 100 range as 
that would have met the criteria for a “ Price Rejection. ” However, since 
the XAU is hugging the 160 - range, it implies an eventual break through the 
160 level and therefore is bullish. 

Another method to fnd price projections for a stock or index is to 
measure the distance from the bottom of the trading range to the top of 
the trading range, and then add it to the breakout area. Since our current 
formation on the XAU is bullish, we will add this number to the 160 break- 
out level. 

The bottom of the trading range back in 1992 and 1986 was near the 
60 range, and the top of the trading range came at the highs of 1996 and 
1987 near the 160 range. The difference is 100 XAU points. Now, adding 
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100 points to the breakout area at the 160 level gives an upside target at 
the 260 range. 

As you recall from the Elliott Wave discussion earlier in this chapter, 
that analysis produced an upside target in the 240 - range, which is fairly 
close to the result of this method. Clearly, then, we can see that the bigger 
picture for gold stock is bullish. 


WHAT LIES AHEAD FOR GOLD 


As I’ ve laid out in this chapter, the longer term scenario for gold — looking 
at the sector using a variety of tools and analyses — is bullish. So what does 
that mean? Making predictions is not without risk, but let ’ s take a look at 
what the analyses are telling us. 

As of this writing, it appears that the recent low on the XAU may have 
already been seen at the October 2006 low near the 120 range. Further, 
the Price Relative to Gold (PRTG) reached the bullish 0.20 range in March 
2007. The Elliott Wave count looks to be bullish, with the possibility of a 
Wave 5 extension. In addition, the “ Third Time Up ” trading method and 
the volume analysis for gold also point to a breakthrough to the upside. 

The current consolidation is “ hugging ” the breakout area near the 160 
range and suggest that a move to the upside is not far off. Therefore, my 
projection for the XAU is near 250. 

When the 250 range on the XAU is achieved, if the PRTG hits or 
exceeds 0.32, then that would imply that the gold rally has reached its 
highs and gold stocks would be considered expensive. If these indications 
surface, then it would be time to sell. 


CONCLUDING THE GOLD DISCUSSION 


Although we used some different tools and methodologies to analyze 
the gold sector (XAU) there are some commonalities to the approach 
we applied in earlier chapters to indexes and stocks. For one thing, we 
looked at the bigger picture which, as I’ ve stated before, always dominates 
the short term. Further, we studied at price action at significant highs and 
lows to observe what the market was telling us. Also, we analyzed volume 
and, looking at “ cause,” we determined the energy that was building up in 
the market. 

Beyond the specifcs of the gold market, perhaps the biggest lesson 
to take away is the fact that I did not base my premise or prediction on 
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one indicator alone. We looked at several in order to build a consensus of 
opinion. As of this writing, the consensus of those indicators is a bullish 
sentiment for gold in the longer term. 

As future scenarios play out in gold, I will continue to watch the indi- 
cators for signs of confirmation as the market moves higher, or for any 
surprise developments that change the market dynamics. My eyes always 
will be on the gold market and my attention focused on several different 
indicators to determine what this sector is telling me. 


